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EDITORIAL DEPARTMENT NOTE 


Much has been written pertaining to methods of determining costs on 
the basis of predetermined sales forecasts. Doubtless, in most cases, the 
standards which have been set up for the distribution of overhead cost 
over the forecast production have been established on the basis of normal 
production. Therefore, very little has been written relative to the proper 
treatment of the cost of idle capacity during a severe period of depression 
when production in most plants falls far below what was previously con- 
sidered normal. In the first article in this issue of our Bulletin, the author 
describes clearly how the cost of idle capacity is treated in his company, 
which manufactures a well-known line of cigars. 

C. Howard Knapp, the author of this paper, was graduated from the 
Melrose, Mass., Hjgh School in 1904 and for the next five years was em- 
ployed by various manufacturers of loose-leaf system supplies. In March, 
1909, he joined the Special Service Department of the Library Bureau and 
later became a partner in Cutter, Fletcher & Company, public accountants. 
in 1912, he left the public accountant field and became accountant for Waitt 
& Bond, Inc., which organization he served until 1916 when he went 
with the Bassick Company, of Bridgeport, Conn. In the early part 
of 1918, he returned to Waitt & Bond, Inc., as Secretary, and in July, 1929, 
was made Treasurer and Director in Charge of Finance, in addition to his 
secretarial duties. At the present time he is Vice President of his Company. 
He has delivered papers at several of our National Conventions, and is a 
Past President of the Newark Chapter. This paper was delivered before 
the Reading Chapter at its November, 1932, meeting. 


The second paper in this issue of our Bulletin treats of an old subject 
which is kept forever new due to the new applications and improved 
methods of budgetary control. Employing a normal force of 1,000 workers 
and manufacturing a variety of products, including electrical measuring 
instruments (almost 600 catalog items), potentiometer pyrometers, Hump 
and Homo heat-treating furnaces and automatic combustion control appa- 
ratus, the Leeds & Northrup Company plans and budgets its business suc- 
cessfully. The author describes the various stages in the development of 
the budget, how to set up the master budget and the beneficial results 
obtained from the budget system. 

C. A. White, the author of this paper, has had a long and varied experi- 
ence in cost and financial accounting. He is a native of the State of New 
York where he was educated in the schools of Poughkeepsie. After leaving 
school, he became associated with Adriance, Platt & Company, manufac- 
turers of the famous Buckeye Farm machinery, where he held the positions 
of cost accountant, assistant auditor, and purchasing agent. During the 
World War, he came to Philadelphia to take charge of the government 
accounting for the manufacture of gas masks by the Hero Manufacturing 
Company. The system which he installed covered large contracts on the 
cost-plus basis and was copied by several other concerns having similar 
accounting problems. In 1920, he became associated with Leeds & Northrup 
sneeey as chief accountant. Later he became Secretary, and still later 

reast “or. 

He 1s a member of the Philadelphia Chapter, N. A. C. A., Philadelphia 
Rotary Club, Philadelphia Credit Men’s Association, and serves on the 
Council of the American Management Association. 
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HOW TO DETERMINE COSTS ON PRE-DETERMINED 
SALES FORECASTS WITH SPECIAL REFER- 
ENCE TO IDLE CAPACITY COST 
APPLIED TO THE PRODUCT 


By C. Howard Knapp, Vice President, 
Waitt & Bond, Inc. 


HAVE taken the liberty of changing the subject of this dis- 

cussion, or rather, adding to it, as it would seem that the 
interesting part of the subject would have to do with any thoughts 
which might be more or less out of the ordinary with respect to 
determining costs on pre-determined sales forecasts. Much has 
been written, and standard methods are already established cover- 
ing the answer to the question, but to my knowledge very little 
has been written covering the subject from the standpoint of how 
to take care of the idle capacity factor during depression times. 
The procedure, in most instances, I believe, has been to spread 
the overhead cost over the production forecast for the year, the 
production forecast being regulated by the sales forecast. This 
works out quite satisfactorily during normal years, but when a 
factory’s production is very much below anything it may have 
experienced before, manufacturing costs become somewhat ridic- 
ulous if the full overhead is spread over a minimum production. 
Paraphrasing the current popular song, the question is “What 
to do about it?” “If we turn out the lights and go to sleep” we 
may find ourselves in a receiver’s hands upon awakening in the 
morning. I have interpreted this subject as meaning something 
more than just how to determine costs on pre-determined sales 
forecasts, and have assumed that the costs are to be determined 
in order that proper sales prices may be made. With competition 
keener than ever before, the manufacturer who bases his sales price 
on a costing which absorbs the complete factory overhead based 
on minimum production is going to lose an awful lot of business. 
A number of years ago we were manufacturing a cigar that sold 
for five cents, upon which the manufacturing costs, plus its cor- 
rect share of distribution costs, exceeded the net selling price. 
A question arose as to whether or not we should continue to manu- 
facture a cigar upon which there was an apparent loss. A careful 
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study of all of the factors entering into the cost of the cigar indi- 
cated very clearly that we could afford to lose up to $1.20 per M 
on this brand before the net profit of the company suffered. In 
other words, a great deal of the factory and distribution overhead 
being equitably absorbed by the cigar in question was of a per- 
manent nature, and if not charged to this particular cigar would 
have necessitated either an increased cost to the balance of the 
line or else an idle capacity charge to Profit & Loss. 

We have found it very desirable to isolate from our costs, the 
item of idle capacity. We treat it as a Profit & Loss charge, but 
do not lose sight of the cost of this idle capacity applied to our 
product. Because we believe this to be the most interesting fea- 
ture of the subject which has been allotted, we will treat it with 
quite a bit of detail further along in this paper. 

Since the formation of the National Association of Cost Ac- 
countants there probably never has been a time when correct 
determining of costs for the purpose of making selling prices was 
more important or interesting than right now. About 15 years 
ago I had a very heated discussion with our Past National Presi- 
dent, Frank Sweetser, on this subject. He was of the opinion that 
factory overhead should take into consideration plant capacity 
and not base itself entirely on expected production. I thought 
the idea was dangerous, as failure to produce up to capacity would 
create a cost in excess of the one determined along capacity lines. 
It seemed to me, at that time, that there was too much of a miss- 
ing link in the cost structure that might lead to disastrous results. 
As we grow older we become wiser and more resourceful, and I 
now am firmly of the opinion that Mr. ,Sweetser was entirely 
correct. This is evidenced by the fact that for the last seven 
or eight years we have computed our costs on a normal capacity 
basis. Before doing so, however, we devised a plan of control 
over idle capacity cost so that the missing link, of which we were 
afraid, has ceased to be 21 unknown quantity and is tabulated 
monthly from a statistical standpoint as a separate item of cost 
to the product. In that way we are always equipped with the cost 
of the product, based on either the plant capacity plan of com- 
putation, or the actual production plan. 

At this time I believe it would be a good thing to touch upon the 
difference in the definition of costs of today as compared with not 
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sO many years ago. At that time, cost, in most businesses, meant 
manufacturing cost and was made up of material, labor and bur- 
den, and in many instances there were weird methods used in estab- 
lishing the burden element of cost. The difference between cost as 
then known and net sales price was gross profit, out of which sell- 
ing expense, administrative expense, interest, and such items, had 
to come in order to arrive at net profit. In very few instances were 
attempts made to allocate any of these latter items to the product. 
Today the proper definition of cost of a product should include 
every expense of the business so that the difference between cost 
and net sales is net profit. The different elements of cost should 
be applied to the product in the particular way they affect the prod- 
uct instead of considering them as a percentage of net sales price, 
as is done in many instances with selling and administrative ex- 
pense. Not so long ago it was considered a very clever method of 
arriving at a proper selling price to figure the percentage that sell- 
ing and administrative expense had been of last year’s sales—then 
add to this percentage the net profit percentage desired and divide 
the manufacturing cost by the difference between this sum and 
100%. For instance—if selling and administrative expenses, inter- 
est and such charges for the previous year had been 20% of net 
sales and a 10% net profit on net sales was the desired profit goal, 
a manufacturing cost of 63¢ per unit would be divided by .7 and a 
net sales price of 90¢ per unit obtained, and if cash and trade dis- 
counts amounted to 10%, this result would be divided by .g to get 
a list price of $1.00 per unit, which, naturally, would result in a 
profit of 10% on net sales if selling, administrative expense, etc., 
were the same as they had been last year and if the manufacturing 
cost was correct. As inadequate as this plan seems now, it was a 
great improvement on the methods that preceded it. Then came 
the thought that the important thing was not previous history, but 
the expectancy of the future, and this idea came to be known as 
forecasting. 

When we figure the manufacturing cost of a brand of cigars in 
our business today, the following individual elements of cost are 
computed, with an equitable application to each brand: 

Filler Tobacco 
Binder Tobacco 


Wrapper Tobacco : ’ 
Interest on Investment in Raw Material 
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ee Sate Sege aoe and Handling Charges on 
obacco 

Direct Labor Operations 

Departmental Burden Rates against the Labor of each department 
By-product credit against each shape of cigar 

Direct Supplies 


ORPNN wm 


Interest on investment in plant and equipment is part of depart- 
mental burden, and burden is divided into two types—fluctuating 
and fixed—about which further explanation will follow. 

Distribution expenses are not applied on a percentage of sales 
basis, but are broken up as individual elements of distribution cost. 
Outgoing freight and express is charged to a product on the com- 
parative weights of the different shapes. Advertising is charged 
upon a basis of the comparative advertising effort expended on 
each brand. Salesmen’s salaries and expenses are charged in ac- 
cordance with the comparative effort in selling placed on the differ- 
ent brands. Some of the items are figured on a percentage of net 
sales and all of them are forecasted at the beginning of the year. 

As previously stated, this final cost, thus obtained, is based upon 
the plant working at normal capacity, the idle capacity charge being 
made directly to Profit & Loss. However, in order that we may 
know cost based on actual production, the idle capacity cost per 
unit of each product is computed monthly. 

When business is in the depressed state that we have experienced 
for several years, even the most accurate of cost computations and 
sales forecasting should not be relied upon too implicitly for the 
purpose of making selling prices. The costs of the various prod- 
ucts of the United States Steel Corporation when its plants are 
operating at say 14% of normal capacity must be so excessive that 
very little of the available business could be secured if selling prices 
were based on such costs. The advertising and sales promotional 
expense of an article reliant on publicity for its consumption and 
use might very conceivably be so great during such times as these 
that any attempt to establish a sales price based upon a costing 
which included these full advertising and promotional expenses, 
would result in a price far greater than the traffic would bear. In 
such a case., should the manufacturer eliminate his advertising as 
something he cannot afford to do, and thereby have a sales price 
that has a chance of getting some business, or should he continue 
publicity work that results in a final cost that will be in excess of 
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his sales price? I believe that, in such a case, the farsighted busi- 
ness man will continue at least the minimum amount of marketing 
expense that he believes his product must have, regardless of the 
effect of a decreased sales volume on the marketing expense cost 
per unit. I believe that the experiences we have been, and still are, 
going through will result in a realization of the necessity for creat- 
ing a reserve, set aside out of the earnings of profitable years, so 
that a broad business policy may be maintained even when we are 
in the valleys of the business curve. It would seem, therefore, that 
a well organized business will have not only its factory idle capacity 
to consider, but also its idle selling effort during that period when 
many of its customers do not have the money to buy, but should 
be constantly reminded of the product so that they will buy 
when the cash rolls in again. As an example—a manufacturer of 
automobiles may properly consider that $1,000,000 is the minimum 
advertising appropriation to use if the public is to be kept con- 
scious of the name of his car. Under normal times this manufac- 
turer may be spending $3,000,000 for advertising and selling 30,000 
cars per year at an advertising expense cost of $100 a car. Let us 
assume that a depression causes sales to decrease to 2,000 cars a 
year, and that, in recognition of conditions, the advertising appro- 
priation has been decreased to the minimum of $1,000,000. Fore- 
casting on this basis would result in an advertising cost of $500 
per car, which might very easily be a prohibitive figure as it would 
necessitate a sales price that would preclude his selling even the 
2,000 cars. Should he then, limit his publicity to a figure very 
much less than the minimum in order to have a sales price in ex- 
cess of his cost? We believe he should not, as it would very prob- 
ably become a vicious circle which would once more bring expected 
sales down below the 2,000 estimate because of insufficient pub- 
licity. In such a dilemma we believe a desirable cost procedure would 
be to establish an arbitrary advertising cost per car of, let us say 
for illustration, $100 per car, which would be in line with normal 
advertising cost under normal conditions, and the amount by which 
the actual advertising expenditure of $1,000,000 exceeds adver- 
tising applied to costs of 2,000 cars at $100 per car, or $800,000, 
would be charged directly to Profit & Loss as “Depression Excess 
Selling Costs” or some such appropriate title. For statistical pur- 
poses it would be possible to figure this excess cost against the 
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product so that actual costs would be a matter of record. The point 
we wish to drive home is that costs, to be useful, must be com- 
puted in a manner that will be of assistance in making selling prices. 
Costs figured on the basis of a production, using only 20% of 
plant capacity or covering full publicity costs, during a period when 
sales expectancy is at a low level, may be splendid from the stand- 
point of statistical information, but are of little value to manage- 
ment in planning and devising ways and means for acquiring all 
the business obtainable. The businesses that will weather these 
times to best advantage are those that have had sufficient foresight 
in the past to keep substantial surpluses in their business so that 
charges to Profit & Loss covering idle capacity and excess pro- 
motional costs will not wreck their financial position. They will be 
permitted to get whatever business is obtainable because their 
prices will not be out of line with prevailing conditions. Such con- 
cerns will be in an ideal position, comparatively, when the prosper- 
ous era returns, and return it will, just as day follows night. 

I believe that many of us, as cost accountants, are prone to stick 
too closely to an exact recording of what cost has been without 
paying sufficient attention to the purposes of cost computation. It 
is in order to avoid this, to some degree at least, that I have per- 
haps rambled more than necessary in my preceding remarks. 

As stated previously, there have been any number of articles 
published giving us information on how to determine costs on pre- 
determined sales forecasts. In this talk we shall attempt, first, to 
discuss this question without relation to the idle capacity factor 
about which we have made some remarks. We shall disregard, as 
much as possible, any reference to budgetary procedure or general 
forecasting and will try to stick closely to the sibject. We shall 
not touch upon how sales forecasts should be pre-‘etermined, but 
will begin with the fact that figures have been given to us determin- 
ing sales expectancy for the 12-months’ period just ahead. The 
first step is to determine the amount of material that will be neces- 
sary to produce that which is expected to be sold. For the sake of 
an easier illustration, let us assume no inventory problem. In other 
words, we will consider either that there was no inventory to start 
the year and none was to be expected at the end of the year, or 
that the same inventory on hand at the beginning of the year was a 
normal one and it is to be expected that a corresponding inventory 
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might be on hand at the end of the year, so that the year’s produc- 
tion and sales will be identical. From engineering records, or other 
statistical data, there will be computed the material necessary to 
complete the period’s production. The purchasing department will 
supply the information regarding the price to be paid for materials 
and manufacturing supplies. The nature of the product to be 
manufactured has an important bearing on this question. The 
problem in our own business is an exceedingly simple one, in that 
tobaccos have to be held for seasoning purposes over such a long 
period of time that the actual unit cost of raw materials for the 
year to come is a known quantity. The estimating necessary with 
respect to this problem will vary greatly with the nature of the 
business, and for that reason, in many businesses the forecasting 
of a year’s sales in advance is possibly too long a period. From 
any standpoint, however, it is desirable to have a year’s forecast 
wherever possible, as management is desirous of looking that far 
into the future. For this reason, in many businesses, a forecast is 
made for the ensuing year and corrected forecasts are also made at 
different periods of the year. 

The material cost having been estimated, attention is directed to 
direct labor as the next step. The anticipated sales will be broken 
down into the amount of direct labor necessary to produce the sales 
expectancy. Consideration at this point must be given to plant 
capacity as well as the seasonal nature of the product and whether 
or not the product is such that it may be manufactured well in ad- 
vance of the expected sales date. At this point we should state that 
the sales forecast should not show merely the year’s total, but 
should be broken down, showing the various months in which it is 
expected shipments will be made. A comparison of capacity with 
forecasted shipments dates will indicate whether any problem will 
develop from this angle. This point is not one which concerns 
many plants today, as capacity and availability of labor is something 
of which most everyone has “nothing else but.” Assuming no 
problem from this standpoint, it is a simple matter to apply the 
direct labor cost to forecasted sales. A certain amount of judg- 
ment is necessary in forecasting even direct labor costs. During 
the past few years labor rates have been decreasing and it was 
reasonable to consider that labor costs in effect at the beginning 
of the year might be reduced during the year, but we all hope the 
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time is not far distant when the reverse of this will be something 
for management to consider. As stated before, the more we, as 
cost accountants, get away from relying too much on historical 
record, the greater will become our stature in the scheme of busi- 
ness management. Too many costs from the material and labor 
standpoint in the past have been based upon historical record in- 
stead of taking into consideration the probabilities of the future. 

When it comes to the computation of the burden element of cost, 
we believe that it is necessary, in almost every instance, for a manu- 
facturing concern to operate on a departmental burden rate basis 
rather than a general factory burden rate basis, as the amount of 
overhead expense in each department and its effect on the product 
is rarely the same. One department may be equipped entirely with 
automatic machines, with a very high overhead cost, as compared 
with the direct labor of that department ; whereas another depart- 
ment may be largely hand work, with very little machinery in the 
department at all, and consequently, a very small overhead cost 
with respect to its direct labor. The nature of the business will 
control the method of burden application. In some instances a 
machine hour basis, in others a direct labor basis, or possibly a still 
different plan, will be the most equitable. Proper consideration in 
cost should be given to the handling of the raw material, and cost 
of bringing it into the factory. Rare indeed is the occasion when 
this element of cost should be part of burden, as it is very much 
more apt to have relation to the weight of the raw material, or the 
distance that it has to travel in coming to the factory, than to either 
the direct labor or the machine hours. 

Interest on investment in equipment very often has a tremendous 
bearing on cost and should be considered as an element of cost. A 
department equipped with machinery costing a great deal of money 
should be charged with interest on the investment in order that 
the articles being produced in such a department may bear their 
fair share of interest cost, and articles going through departments 
with relatively no equipment investment will not be unduly loaded. 

Factory burden should be divided into two classes: that which is 
of a fixed nature and is a matter of expense regardless of the 
amount of production developed, such as depreciation on ma- 
chinery, rent, etc.; and that which is of a fluctuating nature and 
will vary with the amount of production, such as power, miscel- 
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laneous factory supplies, etc. Some items really come into a third 
class and vary only partially with production, such as certain types 
of factory indirect labor. However, it has been our experience that 
many of these semi-variable items fall into the fluctuating class 
more readily than the fixed, and we believe the most practical 
method is to have only two classes of burden—fixed and fluctu- 
ating—and use the best judgment obtainable as to whether semi- 
variable items should go in fixed or fluctuating burden. Although 
at this time we are not considering the idle capacity factor, in con- 
nection with which it is necessary to have the two classes of burden, 
we believe that for the purpose of forecasting with or without the 
idle capacity plan, a great deal of benefit is derived in making this 
distinction. It will greatly aid in forecasting the amount of burden 
for each department, as the fixed items will have no relation to 
expected production, whereas, the fluctuating items will be almost 
entirely dependent thereon. 

Because it is easier, in discussing burden, to use a definite basis 
for burden application, let us assume that the nature of the busi- 
ness being discussed lends itself very equitably to burden being 
applied on the basis of direct labor. From computations already 
made, we have determined the amount of direct labor in each de- 
partment necessary to produce forecasted sales. Based upon such a 
production, we have also determined the forecasted fluctuating and 
fixed burden for each department. The division of the forecasted 
direct labor into the total of fixed and fluctuating burden, quite 
apparently, will result in the departmental burden percentage of 
direct labor. Summing up then, the manufacturing cost of a par- 
ticular article, at this point, will very easily be computed as follows: 


1. Materials and Direct Labor 
PRED. stancneasatevasanen Engineering records as to quantities 
and purchasing department estimate as 
to cost per unit of materials and 


supplies. 

Se BA bv acnsecesaten From engineering or planning depart- 
ment statistics at estimated compensa- 
tion rates. 

iy EN ptccutntnescusicekaase Departmental percentages of direct 


labor in the various departments in 
which the article under consideration 
is to be produced. 

4. Incoming Freight, Cartage 


and Handling Charges...... Based on the most equitable plan, 
dependent upon the nature of the 
product. 
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5. Interest on Investment in 
eae If you believe in considering this as 
an element, and there should not be 
any question in your minds as to its 
being an element of cost if it happens 
to be a material that, by its nature, 
must be owned for a long period of 
time before being used in production. 

In addition to the above there may be other individual elements 
of manufacturing cost, dependent upon the article being produced, 
such as a by-product credit where material of value is returned 
from the production of an article in the form of valuable waste or 
scrap developing from the natural course of manufacturing. En- 
gineering or cost records should be recorded so that the by-product 
credit is equitably established for each article. 

We have now determined manufacturing cost on the different 
articles in which we are interested, but in too many instances, man- 
agement feels that this is as far as it is possible to go. However, 
as stated previously, our interpretation of cost is not manufactur- 
ing cost, but a figure which must have included therein all other 
expenses of doing business. 

The next problem is how to apply distributing and administrative 
expenses to the cost of a product. The different elements of distri- 
bution expenses do not follow the product in the same manner ; 
some are more equitably applied on the net sales dollar, soime on the 
weight of the product, some on a unit plan, and some on a purely 
arbitrary basis. Of course conditions relating to one kind of busi- 
ness will not necessarily be equitable when applied to another kind. 
In our own business, we believe that those expenses covering sales- 
men’s efforts are most equitably applied to the product on the basis 
of the net sales dollar. There is a great deal more sales resistance 
in an attempt to sell a two for 25¢ cigar than there is in an attempt 
to sell the late Vice President Marshall’s famous 5¢ cigar, and 
we apply all such expenses in this manner. Forecasted net sales 
for the period would result in certain net sales dollars ; this amount 
divided into forecasted expenses covering salesmen’s activities 
would result in a certain percentage of the net sales dollar and this 
percentage of the net sales price of an article would be added to the 
manufacturing cost to cover salesmen’s expenses. Such items as 
outgoing freight and express, shipping room labor, supplies, etc., 
in our business, are more definitely related to the weight of the 
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product than to the net sales price. Our method of computing the 
cost of distribution expenses of this class is a great deal more 
simple than it may sound; the weight of one M cigars of 
each brand and shape, packed in the various sized packages in 
which they sell has been recorded, and Blackstone Londres, packed 
50 cigars in a box, considered as standard. At the end of the 
month, sales are converted to a basis of the standard package. As 
an illustration, the standard package weighs 29 pounds per M 
cigars ; the Blackstone Londres, five cigars in a pack, weighs 35.4 
pounds, or 122% of the standard, and the Blackstone Midget, 50 
cigars in a box, weighs 18% pounds, or 64% of the standard. The 
same cigar will, of course, weigh differently when packed in a dif- 
ferent type of package. 

Monthly sales of 1,000,000 of each package would be totaled as 
1,000,000 for the standard, 1,220,000 for the 122% package and 
640,00 for the 6414 package. As there are less than 50 different 
packages it is a matter of not more than 15 minutes once a month 
to make the conversion to the standard package, and determine the 
cost per M standard package cigars of all the selling expense items 
that are to be distributed on a weight basis. In one month the cost 
was 52¢, thereby resulting in a cost of .634 per M for the 122% 
package and .333 for the 64% package. There cannot be the 
slightest question as to the equity of distributing the items just 
referred to on a weight basis rather than on a sales dollar basis, 
and the extra effort involved is negligible. We are not unmindful 
of the fact, however, that in most industries the great diversity of 
product sold would entail considerable effort. Nevertheless, we be- 
lieve that in nearly all instances certain groupings could be effected 
that would make the plan practical. In computing factory burden 
cost, all of the elements are analyzed and applied to the product 
in an equitable manner. Why should we be less scientific in our 
application of selling expense cost? In this manner we would de- 
termine the cost of those elements of distribution expense falling 
into the weight classification and include them in the cost of each 
article. 

The basis for including advertising cost in the product may vary 
materially, dependent upon the nature of the business and the 
policy of management in recognizing this cost. We stand firmly 
against any deferment of advertising cost against sales of a subse- 
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quent year unless there are most unusual circumstances connected 
with it. Advertising should be charged to the specific article ad- 
vertised whenever possible, but in many instances advertising copy 
will cover a great variety of products, and yet, certain products 
will gain greater advantage from the publicity than others. In 
our case, for instance, we have arbitrarily applied that part of 
the advertising which is not specific on the following basis: 

10% is charged to all brands for use of the firm name in adver- 

tising, as a certain cigar may not be mentioned in any copy, but 


as it is known as our product, it receives value, from firm name 
advertising. 


30% is charged to all shapes of the Blackstone brand; the Junior 
shape, for example, is almost never specifically mentioned in copy, 
but it bears the Blackstone prefix, which is always mentioned. 


60% is charged to those shapes of the Blackstone brand that are 
mentioned and illustrated in the copy. 

In this manner the entire advertising appropriation for the year 
is charged to the different brands and shapes, the respective 
amounts divided by the forecasted sales of each shape, and an as- 
sessment charge derived, which, although arbitrarily obtained, we 
believe to be fair and equitable. The final assessment charge per 
unit, when applied to the forecasted sales, will total the forecasted 
advertising appropriation for the year, and this assessment will, of 
course, be added to the other elements of cost already obtained. 
Experience has proved to our satisfaction that an advertising ap- 
propriation is much more likely to be successfully forecasted than 
are the sales, and, therefore, we charge selling expense each month 
with the total resulting from the multiplication of the forecasted 
(instead of actual) sales by their respective assessment charges. 
The actual cost of advertising per product unit will vary monthly, 
dependent upon how actual sales compare with forecasted sales. 
We obtain actual advertising monthly cost for the product, as in- 
dicated by the following example: 


Let us say that the advertising assessment charge for the month, 
based on forecasted sales, was $60,000, whereas, the same assess- 
ment charges per unit, when multiplied by actual sales, came to 
$48,000. If we have made no change in our advertising appropria- 
tion during the year, $60,000 is the correct amount to be charged 
for advertising for the month, but on account of sales falling down 
from expectancy, there has been an actual increased cost per unit 
which would not have been the case had actual sales come up to 
forecasted sales. Advertising appropriation earned was only 80% 
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of the correct monthly charge; therefore, if the assessment per 
unit was $6 per M, this amount is only 80% of what was the 
actual cost per M, which, in this illustration would be $7.50. This 
difference of $1.50 amounts to a variation loss on standard of adver- 
tising expense and is shown as such on the statistical data. 

We are perhaps diverging a bit from our subject in presenting 
this illustration, as the subject has to do only with determining 
costs on pre-determined forecasts and does not refer to accounting 
procedure covering that which actually takes place. 

We shall not attempt to go into detail as to how other elements 
of final cost should be applied to the product as they will vary so 
much, dependent upon the nature of the business. Various elements 
of administrative expense should, undoubtedly, be applied on dif- 
ferent bases. In many instances, the cost of order taking, billing, 
accounts receivable ledger work, etc., should follow the number of 
orders rather than the sales dollar of the order. Some elements of 
administrative expense, and miscellaneous income charges and 
credits, may best be applied on the net sales dollar, which we be- 
lieve is the way such items, in their entirety, are usually applied. 

We believe we have included in this discussion all of the elements 
of final cost, and shown how they may be computed on pre-deter- 
mined sales forecasts. We desire at this time, however, to elaborate 
somewhat on the method of computing factory overhead. Earlier 
in this discussion we pointed out the necessity of considering the 
element of idle capacity, illustrating how ridiculous a cost might 
become if the entire overhead is based on forecasted production, 
particularly under current conditions, when so many factories are 
shut down entirely or operating only a few hours per week. For 
a number of years Waitt & Bond have figured their factory over- 
head on what we call normal production capacity, and, in order that 
I might illustrate more understandingly just what we mean by this, 
I am presenting hypothetical cases of the plan. 

Exhibit “A” shows the calculation of normal production cap- 
acity, the upper half indicating the scheduled production hours of 
the plant for one year. You will note that the allowance is made 
for Sundays, holidays, and the inventory closing which is usual in 
our industry. Our weekly schedule is 48 hours, made up of five 
days of 8% hours each and one day of 4% hours, or an average of 
eight hours per day. As the machinery is quite complicated, it is 
constantly being adjusted and overhauled and a liberal estimate of 
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8% is allowed for this natural curtailment of production. The 
lower half of the exhibit indicates the number of machines for the 
different shaped cigars, available for production purposes, and, by 
application of the normal production per hour, there is obtained 
the normal schedule for the year for the various cigars produced. 
We also show on this report the forecast for the year, which in no 
way enters into the computation of the burden rate. The burden is 
figured entirely on the basis of normal production capacity. The 
various departments operated for the manufacture of the product, 
are, theoretically, of such a size that they normally take care of 
the various operations necessary to produce cigars shown as normal 
capacity. We have, therefore, assumed that the production of each 
department, whether it be tobacco preparation, packing, or some- 
thing else, will be the amount necessary to make the aforemen- 
tioned quantity of cigars. 


Exhibit “A” 
NORMAL PRODUCTION CAPACITY 
(The illustrations which follow are hypothetical) 


Schedule Production Hours 


OE TE icncindisssaatonarnsiawaiae 365 
Less 52 selon 11 holidays and 6 days inventory 
GE kha sh cb0ntcencesaccesdmiesces<acses 69 
Schedule working days for year................. 296 
Average hours per day (5 @ "8%: 1 @ 4%)...... 8 
Annual Schedule hours—gross................000- 2,368 
Machine repairs, adjustment. and overhauling—8% 189 
NET ANNUAL SCHEDULE HOURS..... 2,179 





MACHINE CAPACITY—Normal Schedule 
Yearly Mch. Prod. 

Prod. Normal Net Annual 1932 Esti- 

P ted 


No. eer 3 34 Prod. Sched. 2179 rod. ma‘ 
Kind of Cigar Machiges per hr. hrs. per mch. (Thousands) Sales 








Blk. Londres 22 4,000 457.1 47,938 21,912 15,000 
Perfecto 8 4,000 457.1 17,432 7,968 4,000 
Cabinet 78 4,000 457.1 169,962 77,690 50,000 
Panetela 4 4,000 457.1 8,716 3,984 2,000 
Endicott 12 4,000 457.1 26,148 11,952 8,000 
Midget 22 4,000 457.1 47,738 21,912 15,000 
Junior 8 4,000 457.1 17,432 7,968 6,000 
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Exhibit “B” shows normal production capacity of every depart- 
ment. You will note from Exhibit “A” that normal production 
capacity of the Blackstone Cabinet is 77,690,000 cigars. This 
amount will follow through all the departments as follows: 


Department No. 20 indicates standard pounds of wrapper neces- 
sary to be kased to wrap 77,690,000 cigars; also, standard pounds 
of binder, under ration X-202, necessary to be kased for 
77,690,000 cigars. For this same quantity of Cabinet following 
through the different de ts, will be seen the necessary pro- 
duction. The reason t strippi wrapper, under department 
No. 30, is a smaller number pounds for the Cabinet than the 
Cabinet wrapper kased, is due to the fact that the unit of produc- 
tion in department No. 20 is the marked weight of the tobacco, 
whereas, in department No. 30 it is the stemmed weight. We will 
not attempt to follow through all the departments, but if you care 
to do so you will find that each department which enters into the 
final production of the Blackstone Cabinet cigar will show the 
necessary work to be performed in order to create 77,690,000 cigars. 


The departmental production, when multiplied by the standard 
cost for each operation in the department, determines the annual 
direct labor necessary in each department for normal capacity pro- 
duction. 


Exhibit “C” represents the compilation of all charges to fixed 
burden. This schedule is, in reality, a ledger, and, therefore, part 
of the accounting. The postings are made directly to this report 
from books of original entry, as is indicated by the symbols to the 
left of the total column, the total column being the only one that 
affects the accounting. On the first line you will see the initials, 
MSA, which mean that the posting on that line came from the 
Monthly Salary Analysis report; PR stands for Payroll Analysis; 
DA stands for Depreciation Analysis. The record of original entry 
indicates whether or not the fixed burden is departmental or gen- 
eral, and if departmental, indicates the department number. When 
the posting is made to the fixed burden report, an entry is also made 
in either the departmental or general column. All items entered 
in the departmental column are posted to the proper department 
on the departmental burden report, which we will explain later, 
under exhibit “F”. Those items of fixed burden which cannot be 
charged to a specific department are entered in the general column, 
the distribution of which, to the various departments, will be indi- 
cated later in describing Exhibit “E”. 
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Exhibit “B” 


NORMAL PRODUCTION SCHEDULE 
(The illustrations which follow are all hypothetical) 


Operation 


X201—Kasing Wra 
Marked Went 


X202—Kasing Domestic 
Marked Weight 


Stripping Wrapper 


Broadleaf 


Broadleaf Short Seconds 
Havana Seed Binder 
Shade Wrapper 


1932 


Annual 


Kind of Cigar Prod. 





Department No. 20 


Blk. Londres 21,912 
Perfecto 7,968 
Panetela 3,984 
Midget 21,912 
Cabinet 77,690 

Endicott 11,952 

Junior ys 


TOTAL 


Blk. Londres 21,912 


Perfecto 7,968 5 


Panetela 3,984 
Midget 21,912 
Cabinet 77,690 


5 
8 


serene eeee 


Schedule Direct Labor—Dept. 20 


Standard 
Lbs. Opera’ 
oer 








025 6,616.03 





01 9,595.95 


16,211.98 


Department No. 30 





Bik. Londres 21,912 1.26 27,609 
Perfecto 7,968 1.78 14,183 
Panetela 3,984 1.26 5,020 
Midget 21,912 1.22 26,733 
Cabinet 77,690 1.65 128,189 
Endicott 11,952 1.44 17,210 
TOTAL, cococccccecssce 218,944 .143 31,308.99 
Blk. Londres 21,912 2.27 49,740 06 2,984.40 
Perfecto 7,968 2.95 23,506 .06 1,410.36 
Panetela 3,984 1.95 7,769 .06 466.1 
Midget 21,912 3.25 71,214 .045 3,204.63 
Cabinet 77,690 2.44 189,564 .063 11,942.53 
BOER, ccccocesccscess 341,793 
Junior 7,968 3.6 28,685 .045 1,290.83 
agg 11,952 2.24 26,772 .07 1,874.04 
Junior 7,968 1.38 10,996 .135 1,484.46 
Schedule Direct Labor—Dept. 30 55,966.38 
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Exhibit “B” 
NORMAL PRODUCTION SCHEDULE 
1932 

















Standard 
Lbs. Operation 
Annual Annual Cost 
Operation Kind of Cigar Prod. va Pounds per Ib. 
Department No. 45—Filler Preparation 
X451—Havana Blk. Londres 21,912 14.3 313,342 
Preparation Cabinet 77,690 15.3 1,188,657 
Perfecto 7,968 18.5 147,408 
Panetela 3,984 105 41,832 
WEEE. 04:6 4404045860404 1,691,239 .007 11,833.67 
—_ — Filler Endicott 11,952 13.39 160,037 .0018 288.07 
rep. 
X456—P. R. Scrap Midget 21,912 2.57 58,505 .006 351.03 
rep. Junior 7,968 3. 23, .006 143.42 
X457—Filler Mixing Midget 21,912 8.01 175,515 .003 526.55 
Junior 7,968 9. 71,712 .003 215.14 
X458—By- Products 2,000.00 
Labor osname 
Schedule Direct Labor—Dept. 45 15,362.88 
Department No. 50 
ett. “~~ * for Blk. Londres 9,589 
Cello. Bx. Perfecto 7,968 
Panetela 3,972 
Cabinet 63,435 
Endicott 3,600 
Midget 18,222 
Junior 4,995 
TOTAL ...111,781 34 38,005.54 
eat. ~~ for Blk. Londres 12,323 
Cello. Pks. Panetela 12 
Cabinet 14,255 
Endicott 8,352 
Midget 3,690 
Junior 2,973 
TOTAL ... 41,605 255 10,609.28 
Schedule Direct Labor—Dept. 50 48,614.82 
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Exhibit “B” 


NORMAL PRODUCTION SCHEDULE 


Operation 





X553—Mach. Cell. 
& Band. 


X556—Cell. on Pks. 


X582—Stamping 
(Per Stamp) 


X583—Making, 
Filling & 
Wrapping 

ons 


X585—Wrap’g Xmas. 
40th 


X586—Wrap’g Xmas. 
1/100th 


X587—Wrap’g Xmas. 
20th 





1932 


Lbs. 
Annual ast 
Kind of Cigar Prod. 


Standard 


Annual Cost 
Pounds per Ib. 








Blk. Londres 
Perfecto 
Panetela 3,972 
Cabinet 63,435 

Mido) 18922 

1 y 

Junior 4,995 


TOTAL 


9,589 
7,968 


Schedule Direct Labor—Dept. 55 


125 
10 


Department No. 58 


1/10 Packing 277,912 
ae 6OU 1,493,016 
1/40 “ 373,360 
1/100 “ 609,900 
1/200 “ 7,101,200 


TOTAL ....9,855,388 


10 Packs(100%) 6,099 
5 “ (250%) 88,765 


TOTAL 


Blk. Londres 
Perfecto 
Panetela 
Cabinet 


TOTAL 











+.» 94,864 








1,356 
1,134 

354 
6,495 


9,339 











Blk. Londres 
Cabinet 


TOTAL 


Blk. Londres 
Perfecto 
Panetela 16 
Cabinet 
Midget 


397 
TOTAL .... 


486 
1,274 
1,760 











8 


49 


8 


770 


918 


.00018 


0105 


17 
Schedule Direct Labor—Dept. 58 


Department No. 55—Banding & Branding 


13,972.63 
4,160.50 


18,133.13 


1,773.97 


560.34 


633.60 


130.90 
4,094.88 
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NORMAL PRODUCTION SCHEDULE +hibit “B” 
1932 Standard 
Lbs. peration 
Annual Annual Cost 
Operation Kind of Cigar Prod. ra Pounds per Ib. 
Department No. 70 
Bunchmaking 

Bunchmaking Midget 21,912 .715 15,667.08 
Junior 7, 715 5,697.12 
PE icnsdcndbesdncnawiansdssaciees 21 - 21,364.20 
Schedule Direct Labor—Dept. 70 21,364.20 

Department No. 72 

Rolling 

Rolling Midget 21,912 .88 19,282.56 
Junior 7,968 .88 7,011.84 
ls. sanswssikcdtcnindiammeaibacens 26,294.40 
Schedule Direct Labor—Dept. 72 26,294.40 

Department No. 10 

Fresh Work 

Blk. Londres 21,912 3.48 76,253.76 
Perfecto 7,968 3.68 29,322.24 
Panetela 3,984 3.48 13,864.32 
Cabinet 77,690 3.59 278,907.10 
Endicott 11,952 3.48 41,592.96 
i cpacnuitichssunkesnantiakiaens 439,940.38 
Schedule Direct Labor—Dept. 10 439,940.38 


Exhibit “C” 





SCHEDULE OF FIXED BURDEN—1932 


(The illustrations which follow are hypothetical) 





.0311 Factory ExecutivesMSA 
0312 Off. Sal. Factory..PR 
ry —— cen 
upervision ..... 
.0332 Production Clerks.PR 


.0333 Stock Clerks 
.0336 Janitorial 
.0338 
.0337 Door & Night 
Watch. 


0423 Taxes on Bldg... 


& Equip 
.0464 Carrier Sonn. 
TOTALS 





levator Service.. 


eeeeeeeee 
eee eeeeee 


eeeeeeee 
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January February 
teu! ont General Total ~-- 7. 
1,118 1,118 
582 582 
--MSA 2,604 2,604 
--PR_ 1,839 _~—:1,839 
273 273 
PR 908 908 
.-PR 388 388 
PR 78 78 
.-PR 245 245 
.-PR 352 352 
..PR 120 120 
oon 132 132 
.-L&P 638 513 125 
-TA 1,672 829 843 
--DA 5,312 4,756 556 
- = 4,005 3,026 979 
nt. 
A 2,970 2,578 392 
1,132 1,132 4 
. 24,368 18,810 5,558 24,342 18916 5,426 
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Exhibit “D” is similar in every way to Exhibit “C”, except that 
it covers those elements of burden which are fluctuating rather 
than fixed. Postings to this report are also made from books of 
original entry, as was the case with Exhibit “C”. 

Exhibit “D” 
SCHEDULE OF FLUCTUATING BURDEN—1932 


(The illustrations which follow are hypothetical) 
January February 








Depart- Depart- 
Total men General Total mental General 








.0331 Indirect Dept. 

DT stengnesied PR 1,973 1,973 
0334 Exam. Cigars..... PR 1,616 1,616 
.0335 Exam. School..... PR 1,190 1,190 


eececcsecece PR 117 117 


MY nxianidintine ated 463 412 51 
0361 Lt., Power & WaterL&P 1,303 1,209 94 
.0363 Central Suction... 446 446 

.0382 Inw. Transp.— 


| irre GA 193 193 
.0383 Inter-Factory 

Transportation ..GA 210 210 
.0422 Insurance Comp...IA 483 355 128 
.0438 Incidentals ....... AP 327 42 285 


.0439 Misc. Supplies....SC 825 784 41 
0441 Mach. Repairs & 


BE vstacncens PR 2,160 2,160 
RO 3,015 2,772 243 
.0452 Health Expenses..AP 97 97 
Factory Admin. 
ME Sasanensn AP 100 100 
yt eee 14,518 13,076 1,442 17,265 15,521 1,743 


Exhibit “E” indicates the distribution of general burden. For 
the month of January, it will be seen on Exhibit “C”, that those 
items of fixed burden which could not be applied to specific depart- 
ments, totaled $5,558. On Exhibit “E” you will see the allocation 
of this amount to the specific departments. The total direct labor 
at normal capacity, as indicated on Exhibit “B”, is divided into the 
direct labor of each department, and percentages computed showing 
each department’s relation to the total. These percentages are used 
in allocating the general item of fixed burden to the various depart- 
ments. As an illustration; in the hypothetical case we are review- 
ing, department No. 10 is chargeable with 68.1% of general fixed 
burden, and this amount, $3,785 is allocated to it. On Exhibit “D” 
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you will note a general fluctuating burden item of $1,442; a dif- 
ferent method of allocation is used with respect to this item. In- 
stead of taking direct labor, as indicated by normal capacity, which 
we assume affects only fixed burden items, we take the actual di- 
rect labor at standard for the month of January and find the per- 
centage that each department was of the total. We note that de- 
partment No. 10 had $27,249 of direct labor at standard, which 
was 67.18% of the total January direct labor. Therefore, we take 
this percentage of the total general fluctuating burden of $1,442 
and allocate $969 of this amount to department No. 10, the other 
departments receiving their proportionate assessment of the general 
fluctuating burden item. 











Exhibit “E” 
DISTRIBUTION OF GENERAL BURDEN—1932 
(The illustrations which follow are hypothetical) 
January February 
Direct Labor Burden Direct Labor Burden 
Dept. %’s Dept. %’s 
Fixed Bur- of Total Fluc- of Total Fluc- 
den Stand- for Fluc. tuat- for Fluc. tuat- 
Dept. ard% Amount Burden ing Fixed Amount Burden ing Fixed 
10 68.1% 27,249 67.18 969 3,785 33,396 60.53% 1,158 3,695 
20 2.51 1,078 2.66 38 140 
30 8.66 3,564 8.79 127 481 
45 2.38 1,141 2.81 2 
50 7.53 3,026 7.46 107. 419 
55 2.81 1,190 2.93 cy 156 
58 63 50 -62 10 35 
70 3.31 1,368 3.37 49 184 
72 4.07 1,695 4.18 60 226 





TOTALS 100.00% 40,561 100.00% 1,442 5,558 49,173 100.00% 1,743 5,426 


Exhibit “F” is an illustration of departmental burden covering 
department No. 10. Similar reports are maintained for each de- 
partment. In the “Amount” column of this report we show the 
forecast for the year, based on normal capacity, indicating the 
amount of each element of burden, grouped as to fluctuating and 
fixed. By reference to Exhibit “B” we note that the annual direct 
labor at normal capacity of department No. 10 is $439,940. This 
amount is divided into the forecasted fluctuating burden for the 
year, resulting in a percentage of 37%, and is also divided into 
the forecasted fixed burden for the year, resulting in a percentage 
of 35%, showing a total burden percentage of 72% of the direct 
labor in department No. 10. As an illustration of determining the 
burden cost of a particular product, note on Exhibit “B” that the 
making cost of the Cabinet cigar in department No. 10, is $3.59 
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Exhibit “F” 


DEPARTMENTAL BURDEN—DEPT. NO. 10—FRESH WORK 






































1932 
(The illustrations which follow are hypothetical) 
Forecast for Year 
Based on Normal Capacity January February 
% of Normal 
Cagecity 
BURDEN— Direct Varia- Varia- 
Fluctuating Amount Labor Std. Act. tion Std. Act. tion 
Exp. 
Symbol 
-0331 Indirect Dept. 
BE, ccqnceeesce 2,758 2.9% 790 840* 50 989 
-0334 Exam. Cigars. . 26,836 6.1 1,663 1,447 216 1,769 
.0335 Exam. School 19,797 4.5 1,226 1,190 36 1,448 
0353 a & Educa- 
ececcessece 440~— isd 27 44° 17 52 
.0354 Sick. & Hol’y 
MUP sapescedsses 2,200 =.S 136 128 8 153 
0361 Lt., Power & 
WEEE cccsances 9,679 2.2 600 647* 47 761 
0363 Central Suction. 6,159 1.4 381 356 25 445 
-0422 Insurance Comp. 3,520 .8 218 224* 6 273 
-0438 Incidentals .... 44 1 27 14 13 47 
.0439 Misc. Supplies. . 5,719 1.3 354 341 13 425 
.0441 M ep. & 
a sanaes soe ©6068 RS 3,679 3,446 233 4,182 
General Burden. 15,838 3.6 981 9 12 1,158 
(Gain) ain) 
TOTAL—Fluctuating.. 162,778 37.% 10,082 9,646 436 12,356 11,702 654 
Idle Idle 
BURDEN—Fixed Cap. Cap. 
.0313 Foremanship 7,437 1.69% 461 620 159 620 
-0314 Supervision 9,947 2.26 616 812 196 829 
.0332 Production Clerks 2,571 .58 158 215 57 230 
.0333 Stock Cler 4,573 1.04 283 380 97 392 
.0348 Oiling ......... 2,772 .63 172 261 89 264 
BOGD MES secceseces 2,033.46 125 247 122 242 
.0423 Taxes on Bldg. 2,525 57 155 210 55 210 
.0424 Mach. & Equip 
Be, asesveces 40,266 9.16 2,496 3,356 860 3,356 
.0426 Rent .......... 13,596 3.09 842 1,133 291 1,133 
.0427 Int. on Mach. & 
Equip. ......... 16,445 3.74 1,019 1,370 351 1,370 
.0464 Carrier System. 5,867 1.33 362 483 121 488 
General Burden. 45,947 10.45 2,848 3,785 937 3,695 
TOTAL—Fixed ..... 153,979 35. % 9,537 12,872 3,335 11,689 12,829 1, _1,140 
TOTAL BURDEN... 316,757 72. % 19,619 22,518 2,899 24,045 24,531 486 
Direct Labor—at Std.. 439,940 27,249 33,396 
Burden % of Direct Labor 2.% 82.6% 73.5% 
*—Denotes Varia. Loss. 
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per M; the forecasted burden percentage being 72%, we arrive at 
a burden cost for the making operation on the Cabinet cigar in 
department No. 10, of 72% of $3.59 per M. Postings are made 
from books of original entry to the departmental burden report of 
each department, covering burden items directly chargeable to 
each department. Everything which has been posted to the depart- 
mental burden columns of Exhibits “C” and “D” will also have 
been posted to one of the departments indicated by Exhibit “F”, 
classified thereon as to whether fluctuating or fixed. There will 
also be posted to Exhibit “F” the proper general burden charge 
from Exhibit “E”. By reference to Exhibit “E” you will see that, 
for the month of January, department No. 10’s portion of fluc- 
tuating general burden was $969, and of fixed general burden, 
$3,785. These amounts, you will note, have been entered in the 
actual column on the general burden lines of Exhibit “F”, respec- 
tively, under fluctuating and fixed burden. On Exhibit “F” you 
will note that the total fluctuating actual burden is $9,646 and the 
total fixed actual burden is $12,872. The total of all departments 
for actual fluctuating burden for the month of January, as shown 
on Exhibit “F” for department No. 10, must total $14,518, as in- 
dicated in the total column of Exhibit “D” ; likewise, the total of 
all departments for January actual fixed burden, must total 
$24,368, as indicated on Exhibit “C”, thereby proving that the 
total burden for the month has been posted to the various depart- 
mental burden reports. Continuing our reference to Exhibit “F”, 
you will note that the first column covers the forecast for the year 
based on normal capacity. The amounts shown for the various 
items of fluctuating burden do not represent what we actually ex- 
pect to spend for these various expenses, but do represent what 
we expect would be spent if we were to produce on the basis of 
normal capacity. In other words, these amounts cannot be used 
in a budget forecast, because, by reference to the lower part of 
Exhibit “A” you will see that normal production of Blackstone 
Cabinet is 77,690,000, whereas, our forecasted sales are only 
50,000,000. However, inasmuch as these items should vary with 
production, we show the expected expenditure on the basis of 
normal capacity and determine, in the second column, the per- 
centage of normal capacity direct labor that each one of these items 
would be, thereby enabling us to establish expected fluctuating 


923 














N. A. C. A. Bulletin 





February 15, 1933 





burden on whatever the sales forecast might be. This procedure 
does not apply to fixed burden items, however, as such expenses, 
being fixed, would not vary materially with quantities of pro- 
duction. 


We have seen on Exhibit “B”, page 4, that annual direct labor 
at standard for normal production in department No. 10 is 
$439,940.38 ; this amount, when divided into fluctuating forecast at 
normal capacity, results in 37% of normal capacity direct labor and 
35% for fixed burden, giving a standard burden percentage of 
72% ot direct labor for department No. 10. The month of Janu- 
ary passes into history. Reports show that the actual direct labor 
at standard for January was $27,249. The various percentages for 
each item of fluctuating and fixed burden, when multiplied by the 
actual direct labor for the month, will indicate the standard earned 
for each item of expense. As an example— 


According to forecasts, indirect departmental labor standard is 
2.9% of direct labor, or $790. For the month of January this ex- 
pense item was actually , resulting in a variation loss of $50. 
When the same process is applied to each of the items of fluctuating 
burden, there is shown, in the illustration under review, a gain of 
$436 for fluctuating burden for the month of January. 


It may be that carrying standard earned of each element of fluc- 
tuating burden against the actual of each item, is developing this 
plan into too much detail ; if such is the case, this detail work may 
be done only when some unusual variation total is shown, For 
practical purposes it is satisfactory to disregard the standard per- 
centages of the various elements of burden and treat only with the 
total fluctuating percentage and the tofal fixed percentage. You 
will note that the month of February on Exhibit “F” does this. We 
do not show the standard indirect departmental labor earned, but 
simply show that fluctuating burden, having a standard percentage 
of 37%, must be $12,356 earned when the 37% is applied to the 
direct labor for February of $33,396. The fluctuating standard 
earned for the month of February, when compared with the actual 
fluctuating burden for February, will show a gain of $654, and 
this amount is the only one that it is necessary to consider for 
accounting purposes. The disposition of fluctuating burden varia- 
tion will be discussed in connection with the next exhibit. The 
same plan is pursued with relation to fixed burden items, except 
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that the difference between standard and actual for each month is 
considered an idle capacity charge instead of a variation factor, on 
account of the fact that the various expenses grouped under the 
fixed classification do not change with varying degrees of produc- 
tion. Several items of fixed burden expense might be termed semi- 
variable, instead of entirely fixed. Supervision, production and 
stock clerks, in some instances, may change with a major decline in 
production ; it may be, that for production of normal capacity, 12 
supervisors are necessary, but if production is only 50% of normal, 
only eight supervisors might be used. The benefit obtained from 
the reduction of this expense will quite correctly result in a de- 
creased idle capacity, as the actual expense for the month will be 
reduced, thereby reducing the idle capacity charge when the actual 
expense is compared with the standard earned. The accounting 
procedure with respect to the idle capacity charge will be discussed 
under Exhibit “G,” to which we will now turn. 





Exhibit “G” 
REPORT OF BURDEN VARIATION & IDLE CAPACITY—1932 
(The illustrations which follow are hypothetical) 























JANUARY 
Fluctuating Fixed 
Standard Standard Variation 
Burden Direct “Denotes Standard Idle 
Dept. % Labor Standard Actual Loss Earned Actual Capacity 
10 Fluct. 37. % 27,249 19,082 9,646 436 9,537 12,872 3,335 
Fixed 35. 
20 Fluct. 30. 1,078 323 369 +=* 46 830 1,110 280 
Fixed 77. 
30 4 ©6Fluct. 16. 3,564 570 674 *104 1,247 1,651 404 
Fixed 35. 
45 Fluct. .68 1,141 776 691 85 1,643 2,169 526 
Fixed 1 .44 
50 Fluct. .32 3,026 968 902 66 1,634 2,116 482 
Fixed 54 
55 Fluct. 55 1,190 655 628 27 1,131 1,538 407 
Fixed 95 
58 Fluct. .23 250 58 72 * 14 383 $11 128 
Fixed 1.53 
70 = Fluct. 27 1,368 369 322 47 506 684 178 
Fixed 37 
72 Fluct. 75 1,695 1,271 1,214 57 1,271 1,717 446 
Fixed 75 
TOTALS.cccee 40,561 15,072 14,518 554 18,182 24,368 6,186 


There is recorded on this report the fluctuating and fixed stand- 
ard burden percentages of the various departments. In the third 
column is shown the actual direct labor for the month at standard, 
and a multiplication of this amount by the respective standard bur- 
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den percentages, will show the standard earned for fluctuating 
burden, as distinguished from fixed burden. As an example— 


Referring once more to department No. 10— 
Standard direct labor of $27,249 X fluctuating standard burden 
centage of 37%, results in $10,082 as fluctuating burden earned. 
ikewise, this same standard direct labor, multiplied by fixed 
standard burden of 35%, results in $9,537 as fixed burden earned. 
The actual fluctuating burden of $9,646 is carried forward to this 
rr from Exhibit “F,” as is also the actual fixed burden of 


In the variation column is recapitulated the difference between 
the actual fluctuating burden and the standard earned, and in 
the Idle Capacity column, the difference between the actual stand- 
ard fixed burden and the fixed burden earned. You will note under 
fluctuating burden, a total actual burden of $14,518, and under 
fixed burden an actual burden of $24,368, and these amounts must 
check, respectively, with the total columns on Exhibits “D” and 
“C”, The variation on fluctuating burden for the month of Janu- 
ary was $554. Variations from all elements of manufacturing cost 
are usually grouped together so that there will be shown for the 
month, not only the $554 variation on fluctuating burden, but also, 
variations covering material and labor costs. Several different 
plans are in use for disposing of the monthly variation. In some 
procedures it is charged, if a loss, and credited if a gain, to profit 
and loss ; sometimes, it is added to cost of sales if a loss, and de- 
ducted if a gain, and, several days ago I learned of a case where it 
is credited to a reserve account when a gain, charged to reserve 
account when a loss, (providing previous gains meant the existence 
of a reserve) and charged directly to profit and loss when no 
credit reserve balance has been created. Variations from manu- 
facturing costs, which, as stated previously, include therein the 
variation on fluctuating burden, in the case of Waitt & Bond, are 
considered as part of inventory value to the extent that the prod- 
uct upon which the variation occurred remains in inventory. In 
order to explain this further, and, without going into too much 
detail, let us assume that the inventory value of a certain product, 
at the beginning of a month, is $100,000 at standard, and that a 
variation loss of $5,000 applies against it. During the month the 
production cost of this particular product was $200,000 and there 
was a variation gain on this amount of $4,000. At the end of the 
month the inventory value at standard was $150,000. Assuming 
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that the inventory at the end of the month was composed of that 
most recently produced, it is clear that the entire inventory was of 
the production of the month just ended, which had a variation gain 
of 2%. Applying the 2% variation gain to the inventory of 
$150,000 would indicate a variation remaining in inventory of 
$3,000 gain, and, therefore, an actual cost of inventory on hand 
at the end of the month of $147,000. As the month’s variation 
gain was $4,000, of which $3,000 remained in inventory, $1,000 
must have been liquidated. This amount, being a gain, will be de- 
ducted from the variation loss inventory at the beginning of the 
month, of $5,000, showing a variation liquidation for the month of 
$4,000, which amount, being a loss, will be added to the cost of the 
month’s sales at standard. The subject we are discussing, however, 
does not deal with the correct method of liquidating variations ; 
therefore, we will digress no longer along these lines. 


Referring once more to Exhibit “G”, it is noted that the idle cap- 
acity loss for the month is $6,186, which amount will be charged 
to profit and loss immediately as idle capacity cost. It is obvious 
that the method described results in lower manufacturing costs, 
and therefore, a greater gross and net profit, than would be the case 
if standard burden percentages were computed on forecasted pro- 
duction instead of normal capacity. The charge to profit and loss 
covering idle capacity for the month, therefore, reduces the net 
profit below what it would have been had burden been figured on 
forecasted production, only to the extent of the amount by which 
inventory is computed on a lower value of cost, as the burden cost 
portion of inventory has been figured on normal capacity rather 
than forecasted production. 


Previous reference has been made to the fact that the principal 
objection to the idle capacity plan just outlined centers around the 
fact that manufacturing costs have been computed on a basis of 
production which it is believed ic not going to be reached. The 
amount of fixed burden unearned, on account of production not 
coming up to normal capacity, therefore, is lost sight of in fore- 
casting the manufacturing cost of a product. In order that this 
missing link may be supplied, the cost of idle capacity is computed. 
This computation does not enter into the accounting, but is done 
in order that we may have under our control, all facts relating to 
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manufacturing costs. Exhibit “H” illustrates idle capacity cost 
applied to the product. Departments 20, 30 and 45 are processing 
departments, and costs in such are most equitably applied on the 
basis of the standard direct labor occurring in these departments. 

















Exhibit “H” 
IDLE CAPACITY COST—APPLIED TO PRODUCT 
(The illustrations which follow are hypothetical) 
January February 
Mak’g 
Mak’g Depts. 
Tob. Depts. Tob. No. 10) 
Proc’g No. 10 ) Pack’g Proc’g F. W.) Pack’g 
Depts F. W. Cig.) Depts. Total Dagts. Cig.) oye. Total 
c. No. No. Idle 0 (No. 0. Idle 
20 (70-72 50 Cap. 20 (70-72 50 Cap. 
30 (Little 55 Cost 30 = (Little 55 Cost 
45 (Cigars 58 per M 45 (Cigars 58 per M 
No. 10 
Idle Capacity Cost 1,210 3,335 1,017 
No. 70-72 
624 6,186 
Direct Labor— 
At Standard 5,783 


% of Idle Capacity 
to Direct bor 20.92% 





Cigar Production 











Dept. No. 10 7,611,450 
72 1,926,300 
Ws accdnccesas 9,537,750 
Idle Cap. Cost per M 
Dept. No. 10 .438 
70-72 .324 
50-55-58 -107 
Proc. 
Stand. 
Idle Cap. Direct 
Cost per Labor 
M Cigars per M , 
Blk. Londres $.4913 -103 438 .107 .648 
Perfecto .6623 .139 .438 .107 -684 
Cabinet -5856 .123 438 .107 -668 
Panetela .44 .092 438 -107 .637 
Endicott .7061 .148 .438 .107 -693 
Bik. Midget -4508 .094 .324 .107 .525 
Junior .4943 -103 .324 -107 .534 





Department No. 10 is Fresh Work Cigar Making, and departments 
70 and 72, Little Cigar Making. In these departments it is equit- 
able to distribute idle capacity on the cigars produced in each. De- 
partments 50, 55 and 58 are packaging departments, and an equit- 
able distribution of idle capacity cost in these departments is on 
the basis of per M cigars handled therein. There is recorded on 
Exhibit “H”, the idle capacity cost for the month of the various 
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departmental classifications. From Exhibit “G” we note that idle 
capacity cost of departments 20, 30 and 45 for the month of Janu- 
ary was $1,210, for department No. 10, $3,335, for departments 
70 and 72, $624, and for departments 50, 55 and 58, $1,017, or a 
total idle capacity cost for the month of $6,186. Also from Exhibit 
“G” we note that the actual direct labor for January, at standard, 
for departments 20, 30 and 45, totaled $5,783, making the idle 
capacity cost of these departments 20.92% of the direct labor. 

The figures in the second column at the bottom of Exhibit “H” 
indicate the standard direct labor cost per M cigars covering 
processing of tobacco in departments 20, 30 and 45. If we were to 
go into the detail of computing this amount, we would see that the 
Blackstone Cabinet cigar has a standard cost of .5856 per M in 
these three departments. The idle capacity cost, therefore, of the 
Blackstone Cabinet, must be 20.92% of .5856, or .123, covering 
the aforementioned departments. In department No. to the pro- 
duction for the month of January was 7,611,450, as indicated on 
Exhibit “H” and this production divided into an idle capacity cost 
of $3,335, results in an idle capacity cost for department No. 10 
of .438 per M. A similar computation for departments 70 and 72, 
showing production of little cigars of 1,926,300, into an idle 
capacity cost of $624, results in an idle capacity cost per 
M of .324 for the cigars produced in these departments. 
The packaging departments, 50, 55 and 58, through which 
the total production of 9,537,750 passed, had an idle capacity of 
$1,017, equal to an idle capacity cost per M of .107. Having de- 
termined the idle capacity cost per M cigars for each departmental 
grouping, we have ascertained the complete idle capacity cost for 
each cigar manufactured. 

We have gone into a great deal of detail in attempting to ex- 
plain the procedure which, in our opinion, is the most useful 
method of computing manufacturing overhead cost. It was our 
belief that many of you would have been, (and still may be, for 
that matter) antagonistic to the idea, and our only hope of selling 
it to you was in presenting it in a way that would illustrate the 
fact that nothing is lost in the way of cost knowledge that is obtain- 
able under more orthodox methods. So many times, in cost ac- 
counting, we hear ideas advanced telling us of a desirable goal to 
be attained, but no definite information is given as to the necessary 
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procedure. We realize that the outline we have given will not apply 
to all kinds of business, but believe that it will apply to many. 
Furthermore, we believe that you all possess sufficient ingenuity so 
that, if the idea “clicks,” you will be able to apply it to your own 
individual problems. In any event, we have laid our cards on the 
table, in the form of these exhibits and they are yours to criticize 
in whatever way you may desire. 
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HOW WE RUN OUR BUSINESS ON A BUDGET 


By C. A. White, Treasurer, 
Leeds & Northrup Co., Philadelphia 





por a number of years our sales department has worked on a 

budget covering expenses of the sales and advertising depart- 
ments. However, these expense figures were more or less in totals 
and not broken down as carefully as at present. It was not a dif- 
ficult task, therefore, to sell the sales department on the budget 
idea. 

The manufacturing departments were a little harder to handle. 
Not that there was any particular opposition, but because foremen 
and department heads did not understand what it was all about 
and it seemed to require a lot of extra work. What we did under 
the circumstances was to put on a selling campaign. We first edu- 
cated the men in group meetings at which our budget director ex- 
plained in detail the working of expense accounts, overhead 
charges and fixed charges, illustrated with charts. 

Then we worked out a monthly report sheet for each depart- 
ment. Two columns showed the month’s budget and the actual 
expenses, third and fourth columns compared the year’s budget to 
date with actual expenditures and a fifth column carried the 
amounts over and under the budget. This was in use several years 
before we made a complete departmental expense budget covering 
all departments. By taking these easy and logical steps, we worked 
out the program with the least amount of confusion, and all de- 
partment heads became “budget-minded” almost unconsciously. 


Developing the Use of Ratios 


The next important step was the development and use of ratios. 
Early in the study of the budget problem it became apparent that 
the sales department could not give the budget department a list 
or schedule of various instruments or apparatus which would be 
sold during any fiscal year. At first this obstacle seemed insur- 
mountable, but after several unsuccessful attempts we hit on a 
scheme that is ridiculously simple, yet works out with uncanny 
accuracy. 

Although we supply many different kinds of instruments to a 
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wide range of users, there is a constant ratio of labor and material 
entering into these products; while the figures for any one month 
may be slightly off, or occasionally considerably off, the tendency 
is to correct the error in succeeding months, thereby making pos- 
sible the use of a fixed ratio for labor and another fixed ratio for 
material. These figures are not actual, but will serve to illustrate: 


Over- 
Labor Material head 
Shipments to customers at catalog prices equal 12% 24% 24% 
Total 60% 
Inventory increases and apparatus of our own 
make used in manufacture............... 20% 40% 40% 
Total 100% 


There is only one exception to this general rule, which will be 
referred to later. 


Expectable Collections 


Another interesting ratio is the amount of money we can expect 
to collect during a month. Although this is subject to more varia- 
tions than the other, after working with the problem for a number 
of years we can gauge somewhat the lean and the fat months so that 
a fairly good estimate can be made. In our business (this will vary 
in other lines according to terms and classes of customers) we can 
say with a considerable degree of accuracy that 65% of the ac- 
counts receivable at the beginning of the month will be collected 
during the month. 

With these ratios as a basis, covering cost of shipments (broken 
down into labor, overhead and material), collections and an ex- 
pense budget that will check up fairly closély with overhead earned, 
we are in a position to make up a master budget. 

The basis of any manufacturing budget is the sales expected to 
be made, plus any inventory building program in prospect. Al- 
though our sales department has not been able to supply this in- 
formation by products, it is able to approximate closely the vol- 
ume of orders (meaning dollar value) for the various months. 
Added together, these give the total estimated sales for the year. 
To avoid misunderstandings, we speak of sales as “orders” and 
“shipments.” This is éssential, because from a budget standpoint 
they are two different things, yet added together they mean one 
thing—sales. As a start, then, we have “expected orders” for 
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the year by months. To avoid complications, we will assume that 


the inventory remains constant. 











MECHANICAL 
ELECTRICAL 
MISCELLANEOUS 
Labor 
Purchases 
Material 
from stock 
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SHOP I 
6//80- Apportioned 


SHOPTI 
61380- Apportioned 


LABORATORY 
6/780-Apportioned 


STORES 
63880-Apportioned 


ACCOUNTING 
$5580-Apportioned 


_ SELLING 
66080 Apportioned 


RESEARCH 
69080-Apportioned 


HIS chart shows the simple, yet effec- 

tive way used by the management in 

portraying to department heads their bud- 

get apportionments compared with other 

departments. Notice that the money flows 

from the top, being diverted to the proper 
departments. 








The next step is to take the orders on the books at the beginning 
of the year, add to them the orders expected during the first month, 
subtract the expected shipments for that month, leaving the orders 
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on the books at the end of the first month. As a rule, given the 
amount of orders on the books at the beginning of any month, we 
can tell pretty closely from long experience what the shipments 
will be. 

We now have most of the elements needed to begin building 
our budget. Take the budgeted shipment for the first month, for 
example, valued at $500,000 catalog prices. By referring to our 
ratio schedule, we find that 12% of this is $60,000, repre- 
senting productive labor. We know how many people are on the 
productive payroll, the average rate per hour, 44 hr. per normal 
week ; therefore it is simply a matter of mathematics to determine 
how many people are needed. If you wish, start from the other end. 
Take the productive force, times the average rate, times the normal 
dzy of 8.8 hr., times the possible working days for the month, 
equals the productive labor capacity. If this is not enough to 
meet the budgeted shipments, increase the force or work overtime. 
If too much, reduce the force, work short-time or put the surplus 
into inventory. Material and overhead absorbed by the product also 
are calculated by using ratios—24% of the sale price for material 
or 24% of the sale price for overhead equals 200% on productive 
labor. 

After we arrive at this stage, a number of things begin to 
emerge ; the amount of productive labor required for the expected 
shipments has been determined, we know our productive capacity 
per day. So we can work out the working days per month ; there- 
fore, we can now plan our production schedule. 


Overhead Applied on Productive Labor . 


In applying overhead to our product, we may be accused of being 
old-fashioned. Although the best authorities advise otherwise, we 
still distribute overhead as a percentage added to productive labor. 
Personally, I have tried several other methods with more or less 
success, Perhaps the most satisfactory was the A. Hamilton 
Church method of the distribution at the tool point or at the pro- 
duction center. 

The rate is rarely changed. This makes cost comparisons possible 
over a term of years, and fortunately as we expanded, the volume 
of business increased so that the added expenses were offset by the 
overhead earned. About 200% of the productive labor is added to 
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the cost of the product and set up as a reserve. Against this is 
charged all overhead expenses, the difference being considered as 
a profit and loss item appearing on the monthly profit and loss 
statement as “overhead adjustment,” over-distribution adding to 
the profits and under-distribution being subtracted from them. 

Thus, overhead as a budget item takes its place in a logical 
sequence of events, appearing finally as a red or black figure on the 
profit and loss statement. If the figure is red and you want to 
change it to black, increase sales, shipments, and productive labor, 
thereby making the overhead reserve larger, or decrease those 
items which go into the overhead expense. 


Annual Review of Equipment Items 


For a number of years we have expanded rapidly, making neces- 
sary the purchase of considerable new equipment. Our practice is 
to have each department head review the needs of his department 
for the year and submit an itemized list of various equipment items 
divided into four classifications : 

Purchase items 
a. Urgently needed 
b. Desirable, but not imperative 
Manufactured items 
a. Urgently needed 
b. Desirable, but not imperative 

This list includes the approximate purchase prices or costs and, 
if possible, the probable date of purchase. As a check on equip- 
ment purchases, items in excess of $100 must be approved first by 
an equipment committee (composed of two members of the execu- 
tive committee) and finally by the executive committee (consisting 
of the president and five division heads). The information in the 
equipment budget is used in connection with providing cash for 
payment of purchases and possibly financing them through bank 
loans or some other source. 

As previously explained, cash from accounts receivable can be 
determined by applying the rule that “65% outstanding at the be- 
ginning of the month will be collected during the month.” We 
make up 12 cash budgets, one for each month, and also a summary 
covering bank loans and other items in the financing program, pro- 
viding such a program is found necessary. Receipts should in- 
clude all items of cash expected in each particular month. 
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The problem of disbursements is not so easy. First are the 
material purchases. The predetermined rate of shipments and 
ratio of material to shipments give a good index for this item. 
Then comes the payroll which can be accurately gauged from the 
productive labor previously worked out plus the overhead pay- 
roll, salary payroll, etc. Probable expenditures for new equipment 
are figured in. Miscellaneous items, such as taxes (local, State and 
Federal), interest on mortgages and dividends, are allotted to the 
month in which payment is to be made. 

On the assumption that the many calculations, estimates, fore- 
casts, formulas and ratios are approximately correct, how much 
money will we make? Our plan is to carry through a profit and 
loss statement on a monthly basis, combining these statements in a 
summary at the end of the year. It is not necessary to go into de- 
tail; simply carry through the major items and group the others 
under “miscellaneous.” 

The cash budget shows the cash on hand. Inventories have been 
adjusted, if necessary. Fixed assets have been increased by equip- 
ment purchases. Depreciation reserve has been increased and de- 
ducted from the proper accounts, The summary of bank loans 
shows notes payable, if any. The schedule of purchases shows ac- 
counts payable. Profit will appear under net worth. 


Budgeting Is the Result of Planning 


Running all through the work of preparing a comprehensive 
budget is the thread of planning. Budgeting is said to be the re- 
sult of careful planning. Although you may have planning without 
budgeting, you are not liable to have much success in making a 
budget without planning. 

The system of accounting must receive prime consideration. 
Unless accounts are so organized as to give desired information ac- 
curately, promptly and in usable form, it will be difficult to carry on. 

Unless there is complete cooperation between the various depart- 
ments in an organization, it may be better to delay putting in a 
budget until such time as those concerned are willing to pull to- 
gether. The financial man should welcome the budget with open 
arms. It will help him in taking the guess out of his problem. Long- 
range financial plans are much easier to work out with the aid of a 
comprehensive budget. 
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“And now abideth labor, material, overhead, and the greatest of 
these is overhead.” The paraphrasing of this Biblical text is not 
original with me, but I heartily endorse its sentiment. 


Budgeting Makes Management Think 


We have found that one of the chief benefits from budgeting is 
that those in positions of authority must think through their prob- 
lems. Another advantage is that once a man has put himself on 
record as to the amount of money needed to run his department 
for a year, his interest in the whole problem of expenses is in- 
creased considerably. If each department head is furnished a 
monthly report comparing the budget and and actual expenses, the 
various expense items will get careful scrutiny. 

Our managements want an easy, quick comparison between the 
budget and actual expenses. A single sheet containing about 15 
items does the trick nicely, comparing the budget and actual ex- 
penses by the month and year to date, with the increase or decrease 
of expenses as against the budget. These items are: 


ORDERS EXPENSES 

Received Sales and advertising 
Shipped Research 
On books Engineering development 

MANUFACTURING CASH 
Productive labor Receipts 
Inventory increase or decrease Disbursements 
Overhead loss or gain Balance 


BANK LOANS—PROFITS 


A budget will either do much for you or be a “flop.” It is use- 
ful because you put down on paper in an orderly manner what is 
in the heads of those running your organization. In other words, 
the cards are all on the table, face up. 

There are certain conditions which should exist before any at- 
tempt is made to work out a budget. Some of them are (1) well- 
defined lines of authority, (2) department heads who will assume 
responsibility without quibbling, (3) close cooperation between all 
departments, (4) a well-planned accounting system, (5) a budget 
director with a good working knowledge of conditions, tact and 
ingenuity, and (6) a management which is sold 100% on the idea 
and is willing “to play the game.” 

It must be remembered that budgets are a means to an end, not 
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an end in themselves. They are a guide or tool for management, 
not a control device for the budget or accounting departments. I 
would not want anyone to get the impression that as soon as the 
technique of budgeting is mastered, business troubles are over. 
Budgeting is not a “cure-all” for the many ills which may befall 
a business, as some would have us believe. 
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